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H.R. 5414, THE CHECK CLEARING
FOR THE 21ST CENTURY ACT

Wednesday, September 25, 2002

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:12 a.m., in Room
2128, Rayburn House Office Building, Hon. Michael Oxley [chair-
man of the full committee] presiding.

Present: Representatives Royce, Lucas of Oklahoma, Kelly,
Gillmor, Grucci, Ferguson, Tiberi, Waters, Watt, Bentsen, Sher-
man, Moore, Ford, Hinojosa, Lucas of Kentucky and Inslee.

The CHAIRMAN. [Presiding.] The committee will come to order.

The chair would like to announce that the reason that Chairman
Bachus is not here is that his 85-year-old mother had fallen and
broken her hip this morning and he is now en route to Alabama
to be with her. Obviously, all of us on the committee wish Chair-
man Bachus’ mother a speedy recovery. I will begin the hearing
a}rlld stay as long as I can, and then Ms. Kelly will assume the
chair.

I want to begin by thanking Chairman Bachus for arranging this
important hearing on the bipartisan legislation introduced by the
gentleman from New Jersey, Mr. Ferguson and the gentleman from
Tennessee, Mr. Ford. I would also like to thank the panel of wit-
nesses who have come to testify before the subcommittee and give
their insights into the need for this legislation. In particular, I
want to welcome Mr. Lee Schram of NCR, based in my home state
of Ohio in Dayton, and Mr. Joe Biggerstaff of AirNet Systems,
based in Columbus, Ohio. I am looking forward to your thoughts
and comments. I want to particularly thank Chairman Bachus for
having two Ohioans testify before his committee.

When I became chairman of the Financial Services Committee,
one of my primary goals was to ensure that U.S. financial institu-
tions have the tools to operate in the most efficient manner pos-
sible, while maintaining the safety and soundness of the financial
system. I believe we must implement the technological advances
made in the field of payment systems to provide customers with ex-
pedited access to capital and credit, while ensuring that they are
protected from fraud. The Check 21 legislation clearly achieves
that goal.

Additionally, significant cost savings to customers and financial
institutions will be realized with increased electronic check pre-
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sentment. Too often we are hamstrung in our efforts to provide
U.S. businesses and customers with access to the most effective
means of dealing with one another.

There is another important reason why this legislation is needed.
The terror attacks of last year forced us to reexamine how our
country operates under adverse circumstances. This committee has
been at the forefront of the efforts to ensure the integrity of our
capital markets, to protect the U.S. money supply, to provide insur-
ance against terror attacks, and with Mr. Ferguson’s proposal and
Mr. Ford’s proposal, to safeguard the U.S. payment system against
interruptions in transportation services.

So I anticipate we will hear from several of the witnesses. The
days following September 11, 2002, placed the U.S. payments sys-
tem in crisis when the flights that normally transported checks be-
tween banks across the country were grounded. With the enact-
ment of Check 21, the need for the physical transportation of
checks between financial institutions will be reduced, and any
threat to the transportation system will not affect the presentment
of checks in the payment system.

Finally, I would like to thank the Federal Reserve for its hard
work in helping develop H.R. 5414 in consultation with this com-
mittee and other interested parties. I am hopeful we can achieve
broad bipartisan support to move this proposal early in the next
session. I am looking forward to the discussion on this legislation
on future innovations in the U.S. payments system.

I now yield to the gentlelady from California, the ranking mem-
ber of the subcommittee.

[The prepared statement of Hon. Michael G. Oxley can be found
on page 40 in the appendix.]

Ms. WATERS. Thank you very much, Mr. Chairman.

We are here today to discuss the Check Clearing for the 21st
Century Act. This legislation considers the transformation of our
nation’s payment system from a physical one to an electronic one.
I have heard many arguments for and against this legislation, but
my concern today is to ensure that we have a balanced bill that
also focuses on issues that are vital to consumers. I am not opposed
to the principle of having an efficient payment system in our coun-
try which would reduce significantly the check clearing time and
provide substantial savings to the federal government and financial
institutions as it relates to the transportation of physical checks.
If this process requires elimination of paper checks, then so be it.
Personally, I do not receive my checks back from my bank and that
is by choice. This legislation should be about choice. It is my under-
standing that this legislation will eliminate the ability of millions
of U.S. customers to get their checks back. There are currently 45.8
million households who enjoy receiving their checks back with their
bank statements. This legislation will force them to change their
practices. I do not support the fact that consumers have to give up
their rights to receive their checks back. These 45.8 million Amer-
ican households should have the choice to say no to substitute
checks.

Another concern I have is the issue of recredit. For example, if
a check is paid twice or for the wrong amount, it is my under-
standing that this legislation does not grant the consumer an auto-
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matic right to a recredit of the disputed funds. In fact, consumers
whose accounts are governed by a voluntary check truncation
agreement will not receive the right of recredit. Instead, they will
have to wait months to get their funds returned since there is no
limit on how long the bank can take to resolve a dispute about a
check. My question is, what are the additional levels of protection
a consumer has that proponents of this legislation are talking
about? Does this proposed legislation cover this?

The issue of privacy is also a big concern of mine. There is a
great deal of personal information conveyed on the face of a check,
such as the name, address, telephone number and the Social Secu-
rity of the issuer as well as the payee’s name. When this informa-
tion is captured and stored in a shared database through electronic
imaging, banks can determine the consumer’s check spending hab-
its. Information about the consumer’s religious, political and life-
style affiliations can be revealed easily. Will this legislation take
the invasion of a consumer’s privacy under consideration?

What about the issue of availability? If customers accounts are
going to be debited faster, will the funds be made available to them
faster. Is the legislation taking this into consideration?

Having brought up the aforementioned issues to light, I look for-
ward to the testimonies of the distinguished witnesses on the panel
today and I hope to find answers to my questions.

I yield back the balance of my time, and I thank you.

The CHAIRMAN. The gentlelady yields back. Are there further
opening statements?

The gentlelady from New Jersey—well close enough..

Mrs. KELLY. New York.

The CHAIRMAN. Yes.

[Laughter.]

Mrs. KELLY. We do not consider it close enough. We like the
state as it is.

Thank you, Mr. Chairman.

Last week, the gentleman from New Jersey, Mr. Ferguson, and
the gentleman from Tennessee, Mr. Ford, introduced H.R. 5414,
Check Clearing for the 21st Century Act, or Check 21. This builds
on a legislative proposal that the Federal Reserve submitted to
Congress last December. We are very pleased to have the Federal
Reserve represented here by Mr. Ferguson, as well as the distin-
guished group of other public and private sector witnesses.

Characterized by innovation, efficiency and speed, our nation’s
payment system has no equal in the world. And yet one of the
many hard lessons that we learned in the aftermath of September
11 terrorist attacks is that this system is not without
vulnerabilities. With planes grounded and the nation’s air traffic
system at a standstill, the check collection process which relies
heavily on air and ground transportation to move checks around
the country experienced serious disruptions. Since one of the ter-
rorists’ stated goals is crippling the U.S. economy, it is clearly in
our national security interest to take those steps reasonably nec-
essary to insulate the payment system from the effects of future
terrorist attacks that target our financial centers and other critical
infrastructures.
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While there has been a marked decline in the use of paper
checks in recent years, as consumers rely more heavily on credit
and debit cards and ATMs and other forms of electronic payments,
Americans still write more than 40 billion checks annually, accord-
ing to the Federal Reserve estimates. In processing this huge vol-
ume of paper checks, banks and credit unions are already realizing
significant benefits for themselves and their customers through the
use of electronic presentment and check imaging technology. H.R.
5414 will help speed those innovations in the marketplace by re-
moving legal impediments to electronic check processing, thereby
promoting greater efficiency in the overall payment system and re-
du%ing the system’s current reliance on the nation’s transportation
grid.

Consumers will benefit from a more electronic banking environ-
ment. Already, many institutions are deploying new technology to
offer their customers enhanced products and services, including ac-
cess to images of checks they have written on secure web sites and
even ATMs. The Federal Reserve has identified other potential con-
sumer benefits from the proposed changes to the payments system,
such as broader deposit options and more timely account informa-
tion and faster check collection and return.

Since receiving the Federal Reserve’s check truncation proposal
last December, the committee has engaged in extensive outreach to
all interested parties including regulators, the banking and credit
union industries, and consumer groups. H.R. 5414 is the product
of all these consultations. While it does not reflect perfect con-
sensus on all issues, the legislation is an excellent first step toward
the creation of a payment system for the 21st century.

Let me again commend Mr. Ferguson and Mr. Ford for their col-
laboration on this important work. Thank you. I yield back my time
to the chairman, the gentleman from West Virginia—or close
enough.

[Laughter.]

The CHAIRMAN. All right. Touche.

[Laughter.]

Are there further opening statements? The gentleman from New
Jersey, the author of said legislation.

Mr. FERGUSON. The gentlelady from New York and the gen-
tleman from Ohio are both welcome in New Jersey anytime they
would like.

[Laughter.]

Mr. Chairman, I want to thank you and Mr. Bachus for sched-
uling this important hearing on legislation that will help modernize
the nation’s check payment system and bring paper checks into the
electronic age. As you know, current law requires banks to phys-
ically present and return original checks. This is a tedious and an-
tiquated process that is inefficient, expensive and it is rife with po-
tential for fraud. Today, millions of paper checks are physically
transported between banks every day—a system that has histori-
cally relied on the steady flow of air and ground traffic in order to
ensure that checks are presented to paying banks in a timely man-
ner.

When the horrific events of September 11 halted all air traffic in
the United States, hundreds of millions of checks did not move and
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the U.S. payments system was stalled. This created a situation
that severely threatened our economic security. As a result, the
Federal Reserve after consulting with the banking industry and
technology companies and consumer groups, submitted a proposal
to Congress that would reduce the need for physical transportation
of checks through increased electronic truncation. Since the Fed’s
proposal, this committee has been actively engaged in a dialogue
with many interested parties, many of whom are represented here
today.

Last week, Congressman Ford and I introduced the Check Clear-
ing for the 21st Century Act, or Check 21, which builds on the Fed-
eral Reserve’s proposal to modernize the nation’s check payment
system by allowing banks to exchange checks electronically. The
legislation strengthens our economic security by capitalizing on ex-
isting technology to make the collection process faster and more ef-
ficient, while improving customer service, access to funds, and anti-
fraud protections. By reducing the dependence of the check pay-
ment system on transportation networks, Check 21 will help to
avoid negative economic impacts from unexpected disruptions to
the outdated transportation system, whether caused by weather,
natural disaster, terrorist attack or any other type of crisis. It will
help to provide the framework for new financial infrastructure that
is stronger, smarter and allows financial institutions to better serve
consumers with quality, efficient products and services at greater
cost savings.

I am pleased with the constructive feedback that we have al-
ready received from many of our witnesses here today and others,
as well as the interest and support that my colleagues that ex-
pressed on this issue. While I believe that the Check 21 legislation
is a sound product that reflects a multitude of views, I recognize
that there is much work that needs to be done before we move to-
ward a final product. I look forward to hearing the testimony and
certainly welcome our witnesses and appreciate the testimony that
they will be sharing with us here today on this important issue.

I yield back.

The CHAIRMAN. The gentleman yields back. The chair would indi-
cate unanimous consent for any member to submit an opening
statement for the record. Without objection, so ordered.

The chair would note that there are a series of votes—three votes
on the floor of the House. What I would like to do is get started
with the witnesses and then we will suspend and return. Let me
introduce our first panel, the Honorable Roger W. Ferguson, Jr.,
vice chairman of the Board of Governors at the Federal Reserve.
Mr. Ferguson, welcome back to the panel. Our second witness on
this panel, Mr. Robert M. Fenner, general counsel of the National
Credit Union Administration. I think this is your first appearance
before the committee, is it not?

Mr. FENNER. In some years.

The CHAIRMAN. In some years. Okay.

[Laughter.]

Well, it is good to have both of you here and we appreciate your
participation in this hearing. Mr. Ferguson, we will go with you
first.
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STATEMENT OF HON. ROGER W. FERGUSON, JR., VICE CHAIR-
MAN, BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. FERGUSON. I would like to thank the subcommittee for invit-
ing me to discuss H.R. 5414, the proposed Check Clearing for the
21st Century Act. Since many of the members have already re-
ferred to the work of the Federal Reserve system, I would like to
also do something which is frankly unprecedented, and acknowl-
edge the strong work of three of the staff members who are here
with me today—Stephanie Martin, Louise Roseman and Jack Wal-
ton.

This bill, which is similar to a proposal the board sent to Con-
gress late last year, will remove existing legal barriers to the use
of new technology in check processing, and holds the promise of a
more efficient check collection system. The board commends Rep-
Eelslentative Ferguson and Representative Ford for introducing this

ill.

Check processing is far more efficient than it once was. Less than
50 years ago, clerks hand-sorted millions of checks each day. In the
1960s, the banking industry began to use mechanical high-speed
check processing equipment to read and sort checks. Today, banks,
thrifts and credit unions, which I will collectively refer to as banks,
process, as you have already noted, more than 40 billion checks
that consumers, businesses and the government write each year.

Legal impediments, however, have prevented the banking indus-
try from fully using new electronic technologies such as digital im-
aging, to improve check processing efficiency and provide improved
services to customers. This is because existing law requires that
the original paper checks be presented for payment unless the
banks involved agree otherwise. During each step of the check col-
lection process, the check must be physically shipped to its destina-
tion by air or ground transportation from the branch or ATM of de-
posit to the bank’s operations center and often through one or more
intermediaries before being delivered to the bank on which it was
drawn. Of course, banks can agree to accept checks electronically,
but the large number of banks in the United States makes it
unfeasible for any one bank to obtain such agreements from all
other banks, or even a large proportion of them.

Therefore, legal changes are needed to facilitate the use of tech-
nologies that could improve check processing efficiency, which
should lead to substantial reductions in transportation and other
check processing costs. H.R. 5414 makes such changes. The pro-
posed Check Clearing for the 21st Century Act solves a long-
standing dilemma—how to foster check truncation earlier in the
check collection or return process, without mandating that banks
accept checks in electronic form. The Act facilitates check trunca-
tion by creating a new negotiable instrument called a substitute
check which would permit banks to truncate the original checks, to
process the check information electronically and to deliver sub-
siclitul’ze checks to banks that want to continue receiving paper
checks.

A substitute check, which would be the legal equivalent of the
original check, would include all the information contained on the
original check—that is, an image of the front and back of the
check, as well as the machine-readable numbers that appear on the
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bottom of the check. Under this Act, while a bank could no longer
demand to receive the original check, it could still demand to re-
ceive a paper check. Because substitute checks could be processed
just like original checks, a bank would not need to invest in any
new technology or otherwise change its current check processing
operations.

This change would permit banks to stop transporting original
checks and would enable the banking industry to reduce its reli-
ance on physical transportation, thereby reducing the risk that
checks may be delayed in transit, for example, due to inclement
weather. The banking industry’s extensive reliance on air transpor-
tation was underscored in the aftermath of the September 11 trag-
edy, when air transportation came to a standstill and the flow of
checks slowed dramatically. During the week of the attacks, the
Federal Reserve banks’ daily check flow ballooned to more than $47
billion, which is more than 100 times its normal level. Had the pro-
posed legislation been in effect at that time, banks may have been
able to collect many more checks by transmitting electronic check
information across the country and presenting substitute checks to
paying banks.

The Act might also better position banks to provide new and im-
proved services to their customers. For example, banks might allow
some corporate customers to transmit their deposits electronically.
Further, if banks begin to transmit check images from the point of
deposit to their operations centers for processing, they may be able
to establish branches or ATMs in more remote locations and pro-
vide later deposit cut-off hours to their customers. Because the Act
will likely encourage greater investments in image technology,
banks might also be able to expand their customers’ access to en-
hanced account information and check images through the Inter-
net. In addition, banks might be able to resolve customer inquiries
more easily and quickly than today by accessing check images.

We recognize that the most challenging policy issues in the pro-
posed law and the aspect of this legislation that has generated the
most spirited discussion relates to customer protections. Current
check law protects customers if there is an unauthorized debit to
their accounts. A customer already has a claim against its bank for
an unauthorized charge, and the bank may be liable for interest on
the amount of the unauthorized charge and consequential damages
for the wrongful dishonor of any subsequently presented check.

The proposed legislation applies these existing check protections
to substitute checks. There are, however, differing views as to
whether additional customer protections are necessary for sub-
stitute checks and if so, how extensive those protections should be.
We believe that in determining the form these protections should
take, the associated benefits and costs will need to be carefully bal-
anced. There are some technical matters in the current version of
the bill that could be improved or clarified and we look forward to
working with the committee as it further considers this legislation.

In conclusion, although an increasing number of payments are
being made electronically, it is clear that checks will continue to
play an important role in the nation’s payments system for the
foreseeable future. We believe that over the long run, the concepts
embodied in the proposed Check Clearing for the 21st Century Act
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will spur the use of new technologies to improve the efficiency of
the nation’s check collection system and provide better services to
bank customers.

It is important to recognize three fundamental facts. First, the
proposed Act merely replaces one piece of paper, the check, with
another piece of paper, the substitute check, both of which contain
exactly the same information front and back. Secondly, the pro-
posed legislation lightens the regulatory burden on banks. And the
third benefit is that it removes barriers to progress in this impor-
tant area of payment systems. Because the Act should also result
in substantial cost savings, it would also be desirable to begin ob-
taining these savings in the near future, ideally before the bill’s
proposed 2006 effective date.

Thank you for your time, and I would be happy to answer your
questions.

[The prepared statement of Roger W. Ferguson Jr. can be found
on page 62 in the appendix.]

The CHAIRMAN. Thank you, Mr. Ferguson. It is the intention of
the chair to recess the committee to go over to the floor and vote,
and then we will begin with Mr. Fenner when we return. The com-
mittee stands in recess for probably 20 minutes.

[Recess.]

The CHAIRMAN. The committee will reconvene. Before recognizing
Mr. Fenner, the chair would ask unanimous consent that the imag-
ing exhibit that Mr. Ferguson referred to in his testimony be made
part of the record so that the members can actually get a look at
the process. Without objection, so ordered.

We now turn to the aforementioned Mr. Fenner. Mr. Fenner, I
am sorry for that delay, but you are now recognized for your testi-
mony.

STATEMENT OF ROBERT M. FENNER, GENERAL COUNSEL,
NATIONAL CREDIT UNION ADMINISTRATION

Mr. FENNER. Thank you, Chairman Oxley and members of the
subcommittee. I am pleased to be here to report on NCUA’s experi-
ence with truncation of sharedrafts in the credit union system.
From 1974 when NCUA first authorized sharedraft accounts, which
are the credit union version of checking accounts, until 1982,
NCUA regulations actually required truncation. Truncation was an
integral part of the early proposals that were developed in the cred-
it union system for sharedraft programs, and NCUA believed that
requiring truncation would foster the development of a more effi-
cient system of checking accounts for credit unions and their mem-
bers.

In practical terms, what truncation in credit unions meant then
and what it means now is that when a member writes a check on
the member’s account at the credit union, the draft or the check
proceeds all the way through the clearing process to the point
where it is truncated or held by either the credit union or its cor-
porate credit union or other processor. At that point, the informa-
tion on the draft is stored electronically and printed on the mem-
ber’s monthly statement. In some cases, electronic images of the
draft are returned with the statement, but that is not required.
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When a member requests production of the original draft or a
copy, the issue of fees is determined by agreement between the
credit union and the member, and also issues of liability in the case
of fraud or improper debiting or the like are determined under the
Uniform Commercial Code and other relevant law. Since 1982,
NCUA has not required truncation, but rather our regulations now
leave that decision to the individual credit unions. Nonetheless,
today 20 years later, 91 percent of all credit unions that offer
sharedraft accounts do utilize truncation. We believe that that is
the best evidence that truncation has been both a cost-effective in-
novation and one that is well accepted by credit union members.

Moreover, our evidence suggests that truncation has not been a
frequent source of credit union member complaint. Surveys of our
regional offices over the last two years have revealed no unusual
hardships to credit union members, and only two instances of com-
plaints made to NCUA. Both of those complaints related to fees as-
sociated with obtaining the original or a copy of a canceled draft,
and that is an issue that we believe should be determined in the
marketplace, and not by government regulation.

In closing, considering our positive experience with truncation,
we are pleased to support the initiatives being considered by the
subcommittee that would facilitate truncation at a much earlier
stage in the collection process than the practices that exist in credit
unions today, and also allow truncation of the check return process.
We believe this legislation would clearly facilitate broader use of
truncation and in our view it would improve the efficiencies of the
payment system.

Thank you.

[The prepared statement of Robert M. Fenner can be found on
page 55 in the appendix.]

The CHAIRMAN. Thank you, Mr. Fenner.

Let me begin the questioning with Mr. Ferguson. In the Fed’s
initial proposal, Treasury checks were exempted from being elec-
tronically truncated. Can you explain to the subcommittee why this
provision was included in the initial draft? Assuming that there
will be universal security precautions, shouldn’t we be able to as-
sume the safety of both federal checks and of private checks?

Mr. FERGUSON. That is obviously a very good question. You are
right to note that in the draft that had been originally sent up from
the Board, an exemption for the Treasury was included. That was
included explicitly after some discussion with the Treasury. I do
note that in H.R. 5414, there is no such exemption. From my per-
sonal point of view, and I think others who have thought about this
would share this perspective, if the government through the course
of the Congress and then through legislation signed by the presi-
dent, believes that this approach as put forward in H.R. 5414 is a
proper approach, then I would think it is quite reasonable for rep-
resentatives of the Treasury to come forward to Congress and ex-
plain why it is that one set of checks issued by the government
should be exempt from a procedure when we are allowing it for
others.

The other thing to recognize is, as I have said before, this is real-
ly a question in which there are options being presented. Trunca-
tion is not being mandated. I do not think we should have the de-
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bate about truncation, so much as about whether or not one piece
of paper should be allowed to substitute for another. But to answer
your question again on the Treasury, I think it is appropriate since
it is not included in the Act, for them to simply come forward and
explain their rationale. That seems to me a perfectly reasonable
place to start this discussion.

The CHAIRMAN. We appreciate the Fed’s efforts in this regard to
modernize our payments system. Have you had any estimates as
to how much money the government can save as a result of this
legislation?

Mr. FERGUSON. What we know overall, not just the government,
but overall in the country, the cost of processing checks is about
50 cents per check, which is about $20 billion given that there are
42-43 billion checks written. It is very hard to get a sound estimate
of the savings that would emerge out of this proposed bill for the
following reason. The way the bill works, it is really up to each in-
dividual bank to decide the degree to which they want to pursue
this process of creating substitute checks, as opposed to sending
paper checks through the system. The bill does something very
clever, and I commend you for it, it puts the onus, if you will, on
banks to look at both the benefits and the costs to determining
whether or not they want to pursue this path. Since we do not
know at this stage the answers from all of the banks that might
be open to using a substitute check, it is very hard to figure out
what the cost savings would be.

I would also encourage you—I know there will be some bankers
who may have some experience and some exposure in this area—
they may be able to give you the individual institution’s perspec-
tives, but we have not attempted to try to quantify particular sav-
ings here for the country overall, recognizing that there are deci-
sions that will be made by individual institutions.

The CHAIRMAN. Thank you.

Mr. Fenner, NCUA adopted truncation back in 1980, and it did
so even though there were some objections raised by the opponents
for such a change. What has been your experience in this change?
Is there any potential undue harm done to consumers because of
the system that you have developed?

Mr. FENNER. The potential is always there, of course, but our ex-
perience has been very positive.

The CHAIRMAN. Have you had any horror stories in those 20-
some years?

Mr. FENNER. No, we do not. We actually first authorized
sharedrafts for credit unions way back in 1974. From that time
until 1982, we required truncation. We stopped requiring it when
we deregulated in 1982, so for the last 20 years, it has been the
choice of each individual credit union whether to truncate the
drafts or return them to the member. There is something in the
range of 6,000 credit unions offering sharedraft programs today.
Over 90 percent, over 5,000 of them still make the choice to trun-
cate. What that suggests to us is that they find it to be more effi-
cient and that their members accept it.

The one specific piece of information I can give you about con-
sumer complaints is that we did survey our regional offices. In the
last two years, we have had only two complaints come to our atten-
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tion from credit union members, and those were complaints about
the fees that they were assessed for obtaining an original or a copy
of a draft that they needed.

The CHAIRMAN. If you could just take me briefly through—I am
a member of the Wright-Patman Federal Credit Union here on the
Hill. T write checks to all kinds of folks. Take me through the proc-
ess as to how the system works today, versus what it was before
1980. I would not notice any real difference unless I insisted on
having my canceled checks, right?

Mr. FENNER. The only difference which I think is immaterial to
the credit union member is that until 1980, credit unions were re-
quired to use what we call a payable-through bank and truncate
at that point. Now, they are allowed to truncate at the credit
union, at their corporate credit union or at their other processor.
But in all of those situations, it is the case that truncation for cred-
it unions takes place very late in the clearing process, either at the
credit union or at the point where their processor receives the
draft.

The CHAIRMAN. It is true, though, that the sooner in the process,
earlier in the process you can truncate, the more savings that are
acquired?

Mr. FENNER. The more cost-efficiencies in the collection and proc-
essing of the system, and that is why most credit unions truncate
today. This legislation, if it were enacted, would give them the abil-
ity to truncate at an earlier stage and provide more efficiencies.

The CHAIRMAN. Very good.

M{;r time has expired. The gentlelady from California, Ms. Wa-
ters?

The gentleman from Texas?

Mr. BENTSEN. Thank you, Mr. Chairman.

I do have a couple of questions. Governor Ferguson, the bill has
certain consumer protections that I want to ask you about, then I
want to ask you about the whole clearance and payments. This is
a pretty low-tech issue, but thinking about this bill, I have had a
couple of experiences of my own. I was talking to staff about one
where I had paid a phone bill back in Texas, and went through a
six-month debate with the phone company over whether or not I
had actually paid the bill. Finally, they said you are going to have
to send us a check, and my bank has an image form check that
they give you of just the front. So then I had to order from the
bank the image form front and back and fax it to the phone com-
pany, which of course was a disaster because then they could not
read the fax. Ultimately, seven months later, the phone company
realized that the check I wrote them for $39.50 or whatever it was
had been deposited in a wrong account and so they credited my ac-
count and we worked it all out and the phone company did not go
bankrupt because they did not get my $39.50.

I had another instance where I had a check from a prior em-
ployer some years back that I deposited in my account, and for
whatever reason the number was misread on the back and it did
not go into my account, it went into some omnibus account within
the bank. Ultimately, I went back to my employer, got the check
as it cleared. They found that in fact it did not go in there. Well,
it was a de minimus amount of money, it was not a huge amount.
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Nonetheless, how are we certain that this bill will be structured
that everyday consumers are certain that they can make sure that
their funds end up where they are supposed to, and they do not
have to pay $10 fees or $15 fees to get a copy of the check just to
make sure that they are protected? I understand the high-tech as-
pect of this, and it makes perfect sense, but how are we certain
that this bill will protect that? And then I have a follow-up ques-
tion.

Mr. FERGUSON. Very good questions. Obviously, many of your
two anecdotes deal with things outside of the banking system. They
deal with the telephone company and their ability, so we should
recognize that some of these problems are not in the world of the
check. To answer your specific question about how we can be cer-
tain, one of the things that the bill does is it creates again in the
institution that initially decides to convert the check from the origi-
nal paper to the image that you are looking at now, a number of
warranties and indemnities that travel throughout the system. The
warranties are quite important. They say two things basically from
the original bank that converted the check. It says first that this
image is an accurate image of everything on the check that is rel-
evant to the payment process. And then the warranty also says
that there will not be any double-debits of the type of you might
have mentioned, or you sort of implied.

It is quite important, because if you look through the rest of the
bill, when you get to the section that deals with indemnities, where
in fact all the banks in the line, but ultimately the one that origi-
nally converts the check, agree that if something goes wrong and
they are notified of it, that they will indemnify for the results, the
bad things that have happened. Under the part where it deals with
warranties, they will not just simply pay whatever the face value
of the check was, but also any of the damages that the bill calls
proximately caused by the failure of those warranties, which gives
a potentially very broad range of protections. It also gives the
banks involved in this an economic incentive to get it right because
they know that if at the end of the day if they do not get it right,
they will have to pay potentially not just the face value of the
check that went wrong, but if it is the failure of the imaging proc-
ess or the use of the image or the electronics, they may have to pay
a broad range of damages that resulted from that failure. That is
really I think a very strong set of consumer protections.

Mr. BENTSEN. I appreciate that.

Let me ask another question before my time is up. The way I un-
derstand this Act from your testimony, the clearance system could
almost work electronically, and even though banks conceivably
could do it now under the law, it would be mandated now so that
I write a check on my account at Wright-Patman or wherever, or
Acme Bank and Trust in Texas, and it goes to Acme Phone Com-
pany—they clear that check almost simultaneously. Does EFAA
give the Fed the authority, then, if this were to become law, where
there is same-day settlement on the check so that the money comes
out of my account—basically, are we going to be able to shorten the
time frame with which funds are available from what it is under
the law?
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Mr. FERGUSON. Let me give you some facts and then answer your
question. First, now about 93 percent of checks clear overnight. We
should recognize that we really have an extremely efficient check
processing system. This bill, if it becomes law, will make it dra-
matically more efficient, but we are working with a system that is
pretty efficient. There might be a few pockets of change where you
would see that come down because of this for sure. Under the
EFAA, Congress has in fact required the Fed to reduce the holds
on most checks to try to get things moving sooner and we will con-
tinue to follow that process. If the banks under this law, which is
really not mandatory, really quite optional—it does not mandate
truncation; it mandates only they accept the electronic image which
they may then—someone may reconvert to paper. If as a result of
this indeed time is compressed, then under EFAA the Fed should
be watching that closely. If it does lead to that kind of result, then
that is what we should do. It is not clear to me yet what the result
is going to be, but obviously that is what the—

Mr. BENTSEN. Madam Chair, if I might very quickly, this is very
important—right now, if you deposit an out-of-town check in your
account, I think it is a two-day or three-day hold period on the
check.

Mr. FERGUSON. Right.

Mr. BENTSEN. If in fact that check can clear immediately through
an electronic image, should the consumer—in what is in effect
same-day funds for the banks—should the consumer get same-day
funds as well?

Mr. FERGUSON. We should be careful about understanding what
happens in terms of the clearing. What this will allow to have hap-
pen first is moving the presentment faster. The bank will then still
have to see if there is sufficient funds. They will have to go through
their process to see if there is a return. And so while the process
will speed up quickly, I do not want to leave the impression that
everything happens sort of instantaneously. So to keep going, to
answer your question, insofar as there are benefits that emerge
here, and again we have not seen them all yet, the EFAA does re-
quire us to monitor that closely and to change—now, as you ob-
serve in some cases, a three-day hold or a two-day hold for some
checks—to change that. I do not know yet if that is what will hap-
pen, but that is what the EFAA requires us to do. So by definition,
we will have to monitor closely and change the holds that are re-
quired here. But we also want to understand how all this works be-
fore I can commit to you that it will definitely come down exactly
the way you have suggested because we do not have the facts yet.
But the law requires us to monitor closely and to respond in the
way you indicate, but I cannot in all honesty commit that is—

Mr. BENTSEN. That answers my question. Thank you, governor.
Thank you, Madam Chair.

Mrs. KELLY. Thank you very much.

It apparently is now my turn to question, and I have a bit of
business I need to do first, and that is I have two letters that have
been handed to me—one from the Information Technology Industry
Council and another from the NAFCU that I would like, with
unanimous consent, to enter into the record. With unanimous con-
sent, so ordered.
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[The following information can be found on page 112—113 in the
appendix.]

Vice Chairman Ferguson, I want to make it clear that I am a
supporter of Congressman Ferguson’s bill, but I am wondering
what the Fed would think about going further than the bill? Cur-
rently, the bill allows checks to be truncated when the bank in
which it is deposited receives it. What if we were to expand trun-
cating to the point of service? Is this something that the Fed would
consider? Would the Fed support further refinement and clarifica-
tion of the rules to eliminate the paper checks from the system at
the retail level?

Mr. FERGUSON. My view on this is that what we should do first
is observe how this works. This gives a number of options. It does
not mandate truncation. It allows it to happen. If it turns out that
indeed this process works very well, then I think Congress—not the
Fed—the Congress should be open to thinking further. This bill
does not mandate truncation. So my perspective on this is that we
need to see how this bill works.

The other question that is important here is the question of these
warranties—the consumer protections I talked about. It is quite
important to understand that if the bank is willing to provide the
same kind of consumer protections that are discussed here, that
might make your proposal in some sense easier. It is quite impor-
tant that we understand where the warranties are and that the
interaction between benefits and costs or risks are similar to what
is in the bill. So it is really a possibility. But my advice, frankly,
is to work with the structure that is here, observe it, see if we can
expand quickly, and that may allow us to go in the direction you
are talking about. But I see no reason why we would object to what
you have said. Being a cautious central banker by definition, I
would like to see how this first approach works before I firmly say
that what you propose is the obvious thing that must be done rel-
atively quickly. And it does depend again on managing this ques-
tion of warranty, so we that we can keep the level of consumer pro-
tection at the right level.

Mrs. KELLY. I think there is some concern on the part of retail-
ers. I think they are concerned about routing information on the
check reflecting the financial institution, where the check is drawn;
intentional mutilation of the checks, the MICR line on the checks.
I think the retailers are also concerned that they may not be given
the customer’s identifying information on a returned ACH item.
That is why I brought this question up. I do not know if you have
thought about those things or have an opinion on them or not, but
if you do, I would appreciate hearing.

Mr. FERGUSON. I have thought about it a bit, and I am obviously
being forced to think about it here again. I am not sure that there
is, while I respect everyone’s degree of concern about something
new, I am not sure that there are sufficient facts to support some
of these concerns. The current check procedure, for example, has
very little of the kinds of problems that you have just alluded to,
and I see no reason to think that because we are under this bill
allowing the option of taking a check and turning it into an image,
that the kinds of concerns you have raised, or other fraud or mis-
behavior concerns, should necessarily rise. There is nothing inher-
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ent in taking one piece of paper and converting it electronically to
another piece of paper that creates the kinds of problems that you
have alluded to.

The same thing applies with respect to return. In order for a re-
turn item to work smoothly, then you have got to have the right
set of ABA numbers and return identifiers on the check in order
for this whole process to work. And so I again think that while in
a new world that is being discussed in this bill one might have
some concerns, but I do not think the kind of concerns that the re-
tailers appear to be raising strike me at this stage as a credible set
of concerns that should slow us down in thinking through this proc-
ess.

I go back to the other point with respect to warranties. Again,
the incentives on the part of the bank that decides to use elec-
tronics to convert the original checks to a substitute check are to
do it properly because the cost to that institution, while it is hard
to predict at this stage, could be larger than simply the amount of
money to be paid on the check because of the point that I have
made in response to the earlier question with respect to damages
that may flow from it. So the incentives are all to do it right, and
the reality of this process is such that I do not think it creates any
new opportunities for fraud or misuse of the paper check. So I am
actually, while I always respect those who are concerned, am rel-
atively calm that the kinds of concerns that you have raised seem
to me very remote and highly unlikely possibilities.

Mrs. KELLY. I want to ask one further question. Since we are
talking about the element of speed here, I want to know whether
or not you would expect the Fed to reduce the amount of time that
banks put holds on deposited checks, if that is something that you
have any idea about or how short this time could become. It seems
to me that that is a potential possibility that we could look it.

Mr. FERGUSON. Well, as I said in response to the earlier ques-
tion, the EFAA does require us to continue to monitor this. We rec-
ognize that now we have got holds that, depending on where the
check is written, are in the three-day range. I want to be careful
not to commit to anything at this stage, but on the other hand I
also want to say that the law requires us to continue to look down
this path and we will obviously continue to do that. If this process
as envisioned in the Act if it becomes law suggests that indeed
there is room to reduce the degree of holds, and by definition that
is what we are mandated to do. And so that is what we will do.
The law will not push us there. I think it is the result of behaviors
and observations of changes in behaviors that may allow us to go
to that point.

Mrs. KELLY. Thank you very much.

Mr. Hinojosa?

Mr. HINOJOSA. Thank you.

I would like to ask a question of Governor Ferguson. In following
up with the questions that my friend from Texas, Ken Bentsen,
was asking, are there any time limits on how quickly the banks
%nd th‘;e credit unions must respond? If there is not, should there

e one?

Mr. FERGUSON. If you look in the proposal as written, the con-

sumers have 30 days, potentially extended to another 30 days, to
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inform a bank that they recognize a problem. The banks then, and
I think in this one it is 10 days they have to—10 days in order to
respond to that and to do if appropriate an initial recredit. There
are some safe harbors that might allow the banks not to do that
if it turns out that there have been, for example, any evidence of
overdrafts or it is a brand-new account. But the answer to your
question is basically after the 30-day or 60-day notification from a
consumer, 10 days for the original recredit, and the amount to be
recredited is either the lesser of the face amount of the check or
$2,500. When we did some research on this, the $2,500 covers the
vast majority of checks that are being written. So given the fact it
is unlikely to be a major problem, I think again the range of days
here one could argue is certainly a reasonable place to start discus-
sion.

Mr. HINOJOSA. Are small-and medium businesses utilizing this
new technology to try to pay off a bunch of their bills electroni-
cally? If not, why?

Mr. FERGUSON. What we have noticed over the history of checks
over the last 25 years or so, one is that the number of checks seems
to have peaked about 1995 and has come down. But more interest-
ingly, the average value of checks has also come down, which is
suggesting that businesses in general are starting to use these
technologies. The question of small-and medium-size businesses
versus large businesses I think is one in which our data does not
give us a clear answer. However, I would say that small businesses
and medium-size businesses have exactly the same incentives as
any other business to try to become much more electronic, because
if you get the canceled check back then you have a real question
of storage.

If you find that what you have gotten—and this law allows, by
the way, to get paper back, as I have indicated a couple of times,
if what you find is that you are working with an institution that
truncates checks, and about 30 percent of the checks in the country
are now truncated, then you get more than enough information to
link to the books and records of your system. So from my perspec-
tive, I know that businesses in general, or those who have tended
to write larger checks, have moved more in the direction of elec-
tronics. We know that about 30 percent of checks are truncated,
and I think small-and medium-size businesses should have exactly
the same incentives as any other business to go down that path.

One of the things that has been difficult in the world of
electronification of payments overall is the linkage between the
payment system and the back office books and records of many
businesses is at this stage pretty much nonexistent. So it makes it
very hard to have end-to-end electronics. This bill as proposed
would do nothing about that, and I am not suggesting that it
should, but perhaps one of the challenges for small-and medium-
size businesses is indeed that it is very hard to get the kind of
interfaces that some large institutions have at this stage because
the services, while they are available on the part of the banks, the
investment on the part of a small business may be more than they
want to take on.

Mr. HINoJOSA. How do you feel if our committee were to request
that the banks do whatever it takes, through surveys or through
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forms, to be able to tell us whether the small and medium busi-
nesses, and even we could go further and say those that have the
small business designation, are utilizing it, so that if they are not,
that we can try to possibly earmark some money and do some edu-
cation and help to those so that they can keep up with all of this
technology that is available.

Mr. FERGUSON. Obviously, I think in large part you should ask
the banks what they think about that. Obviously, one of the things
that is proposed here that one could talk about is the need to have
consumer education broadly defined. So insofar as that consumer
education includes any customer that comes into the bank, I think
it is written as "customer”—then that would pick up small-and me-
dium-size enterprises as well, so they would be educated as are you
and I with respect to what at least a substitute check is insofar as
that becomes part of what they are doing. But certainly, I would
say talk to the banks about their willingness or interest in doing
this, and obviously if the wisdom of Congress suggests that there
be money put forward from Congress to help in the process, that
is always something to which I obviously could not object.

Mr. HiNoJOSA. Thank you, Mr. Ferguson. And thank you,
Madam Chair.

Mr. Gruccl. Thank you for your statements and your comments.
Madam Chair has left and she will be back shortly.

[Laughter.]

Mr. HINOJOSA. I apologize.

Mr. Grucct. That is okay.

The chair recognizes Mr. Watt for his questions.

Mr. WATT. Thank you, Mr. Chairman. I will be brief. I want to
apologize to the witnesses for missing their testimony, and just
have one question of Mr. Ferguson. If I understand correctly from
your response to earlier questions, about 30 percent of the process
is currently using some variation of this?

Mg FERGUSON. About 30 percent of checks are currently trun-
cated.

Mr. WATT. In the same way that this bill basically provides for?

Mr. FERGUSON. Well, this bill does not mandate truncation, as
you know. It just simply makes that an option or makes it perhaps
a more attractive option because it allows for this new form of
paper called a substitute check. What is currently happening with
truncation is not that substitute checks exist. There are two things
that are happening with truncation at this stage, and our credit
union friend may also want to comment on this. One is that it is
just purely electronic from end to end, if you will, and paper does
not follow. More of the truncation I believe is a truncation with the
original check to follow. And so we have some experimentation
with truncation—some of the experimentation is 30 percent.

Mr. WATT. So would it be fair to say that you do not view this
as being anything radical that is being proposed?

Mr. FERGUSON. I do not view this as being radical in the least.
I view it as moving things forward.

Mr. WATT. You made some passing reference to possibilities of
improprieties taking place in the system as it exists now. Are you
satisfied that the technology is such that those possibilities are ei-
ther not increased or even reduced?
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Mr. FERGUSON. I am satisfied that those possibilities are cer-
tainly not increased. They may be reduced because this process al-
lows what is called the return side of the process to go much more
quickly, which is just saying if the individual finds that he or she
has been given a check to which there is insufficient funds in the
account on which the check is drawn, or that account has been
called, will learn about that more quickly under this process.

Mr. WATT. I understand the advantages of that. What I am con-
cerned about is it does—I just want to be clear on whether you
think the possibility of other forms of inappropriate activity such
as hacking into the electronic process—things that I guess if you
hack into the system now, you hack into it and you take the check.
Are you satisfied that the electronics of this do not increase the
risk to customers? I guess that is the bottom line.

Mr. FERGUSON. To be very clear, I am satisfied—to answer the
question the way you phrased it—I am satisfied that the elec-
tronics of this—

Mr. WATT. The technology, I guess. Electronics is not the future
word—the technology, yes.

Mr. FERGUSON. I am satisfied that risks do not go up.

Mr. WarT. Okay. I appreciate your response, and unless Mr.
Fenner has some affirmative response, I will yield back the balance
of my time.

Mr. Gruccl. The gentleman yields back the balance of his time.

I have just one quick question for the vice chairman. We are
going to change a policy that people who have been accustomed to
doing for a number of years, and in fact when we have questions
now in our own personal home financing, my wife will go back to
the checks or I will go back to the checks and pull that one out.
People have become very accustomed to that. I understand that in
the modern age we try to speed things up and we try to make them
even more efficient than what they have been.

By truncating the check process and allowing it to be done
through the Internet, how do we compensate, A, for those people
who may not have access to an Internet, or have access to a public
library or do not live in a community, or simply do not know how
to use that system? What will be happening to those people? How
will they track their checks and their records?

Mr. FERGUSON. Let me be very clear. This bill that we are dis-
cussing now does not require truncation. For an individual who has
received a piece of paper called a check, this bill still allows that
individual to receive a piece of paper that shows exactly the image
of the check front and back as it has gone through the system. It
also will have a little stub on it that basically says, this is an
image of your check and it is the lawful equivalent of your check.
So while 30 percent of the people do not get checks back under
truncation currently or 30 percent of checks are truncated, for
those who want to hold onto a piece of paper to prove that indeed
a bill was paid, nothing in this law as far as I can read I will stop
them from doing that if their bank continues to offer that service.
There is nothing in this law that requires a bank to stop offering
that service.

So if you are with a bank today that will give you your check
back, as long they do not change their policy, and this law does not
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require them to change their policy, then you can get either, de-
pending on what happens in their system, the original check if they
have just only gone with the original, or you can get another piece
of paper that is about the same size of the check that has all of
the information on it. So those who are used to getting back month
to month a small packet of paper that has gone through the system
will get once a month a small packet of paper that has gone
through the system. Now, I happen to not do that, and I have
heard Ms. Waters describe that she does not do that, but there are
people who do and there is nothing in this bill that will mandate
any bank to stop doing that.

Now, the bill would allow banks to decide if it is in their business
interest to try to encourage or incent their customers to move away
from getting those pieces of paper and some of the benefits that
might accrue to the banks may also accrue to customers, which is
true of many services in banks, for example ATMs. But for an indi-
vidual who wants that paper and must have that piece of paper,
they can get a piece of paper that shows them all of the informa-
tion they need to sleep comfortably at night. I therefore think that
from your standpoint, if anyone i1s attached to a canceled check,
they will get something that should give them exactly the same de-
gree of comfort.

Mr. Gruccl. Providing that the bank continues that kind of a
policy. If the bank chooses not to, how would they then get that
document?

Mr. FERGUSON. Well, there are a couple of things. One is they
can always call the bank and get the information, if that is very
important. Individuals will keep track of, presumably if they fill
out their check register properly, the check number and the
amount and the payee. They can always call the bank and ask for
the image, and that image because it would either be the best evi-
dence available if they needed some evidence; it would be poten-
tially a substitute check if they have gone down the path of cre-
ating substitute checks; or they can go back to the process and get
the original check if it still exists.

The other point to make, if you look at the indemnity section
here, if the original check still exists, there would be incentives for
the bank to bring that forward. If the original check does not still
exist, there are still important warranties and indemnities about
the quality of the substitute check and the information thereon. So
if something has gone wrong in the system, the fault will go back
to the institution that originally got rid of the original check and
went to the substitute. So there is plenty of room to get all the in-
formation that either will come to you regularly or through a sim-
ple phone call you can get it, or on the Internet or going to your
bank to get it. So if you have a banking relationship, the bank still
has the information, if they have not sent it to you in one form or
another, and it is a simple question of picking up the phone, going
to the bank, going to the Internet, et cetera. And there are many
different ways, and in some cases on the ATMs, I suspect, may
emerge—you may hear from the NCR representative about that.

So I would say insofar as information matters, you need not
worry. My staff has just send me a note here that part of the an-
swer I was not going to give you, but to make them happy, I will.
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[Laughter.]

By definition, if you do not like what your bank has done, you
can go to another bank. The reason I did not give that answer
originally, is having been in the process of opening and closing
checking accounts, I know it is not an easy thing, but by definition
if you do not like what your bank has done, you can always move
to another bank. So when all is said and done, all these centers are
to serve customers fully through a range of services that respond
1{)0 t}ﬁeir needs, either to encourage them to stay or to go to another

ank.

Mr. Grucct. For the benefit of your staff, if all the banks are
doing the same thing, it really does not matter which bank you
would go to. If they are all competing with each other and one
bank is not, then they all are not going to do—

Mr. FERGUSON. Let me jump in and defend something here,
though. If there is a broad demand among consumers for getting
pieces of paper back, banks are profit-maximizing institutions,
there will be banks that provide that. There will be banks that will
advertise that as a service if there are sufficient numbers of con-
sumers that want it. Under this law and under basic economics,
the probability that all banks would do only one thing is very low
if there are consumers who want some other service, just as we
know all shirts are not white, though I happen to we